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specified amount, and, on December 31, 1999,
an additional 3,000 M voting shares are trans-
ferred to N. The fair market value of the
3,000 shares on December 31, 1999, is $300,000.
Assume that on December 31, 1996, the short-
term applicable Federal rate is 4 percent,
compounded annually. M and N are calendar
year taxpayers.

(ii) Allocation of interest. Section 1274 does
not apply to the right to receive the addi-
tional shares because the right is not a debt
instrument for federal income tax purposes.
As a result, the transfer of the 3,000 M voting
shares to N is a deferred payment subject to
section 483 and a portion of the shares is
treated as unstated interest under that sec-
tion. The amount of interest allocable to the
shares is equal to the excess of $300,000 (the
fair market value of the shares on December
31, 1999) over $266,699 (the present value of
$300,000, determined by discounting the pay-
ment at the test rate of 4 percent, com-
pounded annually, from December 31, 1999, to
December 31, 1996). As a result, the amount
of interest allocable to the payment of the
shares is $33,301 ($300,000-$266,699). Both M
and N take the interest into account in 1999.

(c) Effective date. This section applies
to sales and exchanges that occur on or
after August 13, 1996.

[T.D. 8674, 61 FR 30138, June 14, 1996]

REGULATIONS APPLICABLE FOR TAXABLE
YEARS BEGINNING ON OR BEFORE APRIL
21, 1993

§1.482-1A Allocation of income and
deductions among taxpayers.

(a) Definitions. When used in this sec-
tion and in §1.482-2—

(1) The term ‘‘organization’ includes
any organization of any kind, whether
it be a sole proprietorship, a partner-
ship, a trust, an estate, an association,
or a corporation (as each is defined or
understood in the Internal Revenue
Code or the regulations thereunder), ir-
respective of the place where orga-
nized, where operated, or where its
trade or business is conducted, and re-
gardless of whether domestic or for-
eign, whether exempt, whether affili-
ated, or whether a party to a consoli-
dated return.

(2) The term ‘‘trade’” or ‘‘business”
includes any trade or business activity
of any kind, regardless of whether or
where organized, whether owned indi-
vidually or otherwise, and regardless of
the place where carried on.

(3) The term ‘‘controlled” includes
any kind of control, direct or indirect,
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whether legally enforceable, and how-
ever exercisable or exercised. It is the
reality of the control which is decisive,
not its form or the mode of its exercise.
A presumption of control arises if in-
come or deductions have been arbi-
trarily shifted.

(4) The term ‘‘controlled taxpayer’
means any one of two or more organi-
zations, trades, or businesses owned or
controlled directly or indirectly by the
same interests.

(5) The terms ‘‘group’ and ‘‘group of
controlled taxpayers’ mean the organi-
zations, trades, or businesses owned or
controlled by the same interests.

(6) The term ‘‘true taxable income”
means, in the case of a controlled tax-
payer, the taxable income (or, as the
case may be, any item or element af-
fecting taxable income) which would
have resulted to the controlled tax-
payer, had it in the conduct of its af-
fairs (or, as the case may be, in the
particular contract, transaction, ar-
rangement, or other act) dealt with the
other member or members of the group
at arm’s length. It does not mean the
income, the deductions, the credits, the
allowances, or the item or element of
income, deductions, credits, or allow-
ances, resulting to the controlled tax-
payer by reason of the particular con-
tract, transaction, or arrangement, the
controlled taxpayer, or the interests
controlling it, chose to make (even
though such contract, transaction, or
arrangement be legally binding upon
the parties thereto).

(b) Scope and purpose. (1) The purpose
of section 482 is to place a controlled
taxpayer on a tax parity with an un-
controlled taxpayer, by determining,
according to the standard of an uncon-
trolled taxpayer, the true taxable in-
come from the property and business of
a controlled taxpayer. The interests
controlling a group of controlled tax-
payers are assumed to have complete
power to cause each controlled tax-
payer so to conduct its affairs that its
transactions and accounting records
truly reflect the taxable income from
the property and business of each of
the controlled taxpayers. If, however,
this has not been done, and the taxable
incomes are thereby understated, the
district director shall intervene, and,
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by making such distributions, appor-
tionments, or allocations as he may
deem necessary of gross income, deduc-
tions, credits, or allowances, or of any
item or element affecting taxable in-
come, between or among the controlled
taxpayers constituting the group, shall
determine the true taxable income of
each controlled taxpayer. The standard
to be applied in every case is that of an
uncontrolled taxpayer dealing at arm’s
length with another uncontrolled tax-
payer.

(2) Section 482 and this section apply
to the case of any controlled taxpayer,
whether such taxpayer makes a sepa-
rate or a consolidated return. If a con-
trolled taxpayer makes a separate re-
turn, the determination is of its true
separate taxable income. If a con-
trolled taxpayer is a party to a consoli-
dated return, the true consolidated
taxable income of the affiliated group
and the true separate taxable income
of the controlled taxpayer are deter-
mined consistently with the principles
of a consolidated return.

(3) Section 482 grants no right to a
controlled taxpayer to apply its provi-
sions at will, nor does it grant any
right to compel the district director to
apply such provisions. It is not in-
tended (except in the case of the com-
putation of consolidated taxable in-
come under a consolidated return) to
effect in any case such a distribution,
apportionment, or allocation of gross
income, deductions, credits, or allow-
ances, or any item of gross income, de-
ductions, credits, or allowances, as
would produce a result equivalent to a
computation of consolidated taxable
income under subchapter A, chapter 6
of the Code.

(c) Application. Transactions between
one controlled taxpayer and another
will be subjected to special scrutiny to
ascertain whether the common control
is being used to reduce, avoid, or es-
cape taxes. In determining the true
taxable income of a controlled tax-
payer, the district director is not re-
stricted to the case of improper ac-
counting, to the case of a fraudulent,
colorable, or sham transaction, or to
the case of a device designed to reduce
or avoid tax by shifting or distorting
income, deductions, credits, or allow-
ances. The authority to determine true
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taxable income extends to any case in
which either by inadvertence or design
the taxable income, in whole or in part,
of a controlled taxpayer, is other than
it would have been had the taxpayer in
the conduct of his affairs been an un-
controlled taxpayer dealing at arm’s
length with another uncontrolled tax-
payer.

(d) Method of allocation. (1) The meth-
od of allocating, apportioning, or dis-
tributing income, deductions, credits,
and allowances to be used by the dis-
trict director in any case, including the
form of the adjustments and the char-
acter and source of amounts allocated,
shall be determined with reference to
the substance of the particular trans-
actions or arrangements which result
in the avoidance of taxes or the failure
to clearly reflect income. The appro-
priate adjustments may take the form
of an increase or decrease in gross in-
come, increase or decrease in deduc-
tions (including depreciation), increase
or decrease in basis of assets (including
inventory), or any other adjustment
which may be appropriate under the
circumstances. See §1.482-2 for specific
rules relating to methods of allocation
in the case of several types of business
transactions.

(2) Whenever the district director
makes adjustments to the income of
one member of a group of controlled
taxpayers (such adjustments being re-
ferred to in this paragraph as ‘‘pri-
mary’’ adjustments) he shall also make
appropriate correlative adjustments to
the income of any other member of the
group involved in the allocation. The
correlative adjustment shall actually
be made if the U.S. income tax liability
of the other member would be affected
for any pending taxable year. Thus, if
the district director makes an alloca-
tion of income, he shall not only in-
crease the income of one member of
the group, but shall decrease the in-
come of the other member if such ad-
justment would have an effect on the
U.S. income tax liability of the other
member for any pending taxable year.
For the purposes of this subparagraph,
a ‘‘pending taxable year” is any tax-
able year with respect to which the
U.S. income tax return of the other
member has been filed by the time the
allocation is made, and with respect to
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which a credit or refund is not barred
by the operation of any law or rule of
law. If a correlative adjustment is not
actually made because it would have
no effect on the U.S. income tax liabil-
ity of the other member involved in the
allocation for any pending taxable
year, such adjustment shall neverthe-
less be deemed to have been made for
the purpose of determining the U.S. in-
come tax liability of such member for
a later taxable year, or for the pur-
poses of determining the U.S. income
tax liability of any person for any tax-
able year. The district director shall
furnish to the taxpayer with respect to
which the primary adjustment is made
a written statement of the amount and
nature of the correlative adjustment
which is deemed to have been made.
For purposes of this subparagraph, a
primary adjustment shall not be con-
sidered to have been made (and there-
fore a correlative adjustment is not re-
quired to be made) until the first oc-
curring of the following events with re-
spect to the primary adjustment:

(i) The date of assessment of the tax
following execution by the taxpayer of
a Form 870 (Waiver of Restrictions on
Assessment and Collection of Defi-
ciency in Tax and Acceptance of Over-
assessment) with respect to such ad-
justment,

(ii) Acceptance of a Form 870-AD
(Offer of Waiver of Restriction on As-
sessment and Collection Deficiency in
Tax and Acceptance of Overassess-
ment),

(iii) Payment of the deficiency,

(iv) Stipulation in the Tax Court of
the United States, or

(v) Final determination of tax liabil-

ity by offer-in-compromise, closing
agreement, or court action.
The principles of this subparagraph
may be illustrated by the following ex-
amples in each of which it is assumed
that X and Y are members of the same
group of controlled entities and that
they regularly compute their incomes
on the basis of a calendar year:

Example (1). Assume that in 1968 the dis-
trict director proposes to adjust X’s income
for 1966 to reflect an arm’s length rental
charge for Y’s use of X’s tangible property in
1966; that X consents to an assessment re-
flecting such adjustment by executing a
Waiver, Form 870; and that an assessment of
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the tax with respect to such adjustment is
made in 1968. The primary adjustment is
therefore considered to have been made in
1968. Assume further that both X and Y are
United States corporations and that Y had
net operating losses in 1963, 1964, 1965, 1966,
and 1967. Although a correlative adjustment
would not have an effect on Y’s U.S. income
tax liability for any pending taxable year, an
adjustment increasing Y’s net operating loss
for 1966 shall be deemed to have been made
for the purposes of determining Y’s U.S. in-
come tax liability for 1968 or a later taxable
yvear to which the increased operating loss
may be carried. The district director shall
notify X in writing of the amount and nature
of the adjustment which is deemed to have
been made to Y.

Example (2). Assume that X and Y are
United States corporations; that X is in the
business of rendering engineering services;
that in 1968 the district director proposes to
adjust X’s income for 1966 to reflect an arm’s
length fee for the rendition of engineering
services by X in 1966 relating to the con-
struction of Y’s factory; that X consents to
an assessment reflecting such adjustment by
executing a Waiver, Form 870; and that an
assessment of the tax with respect to such
adjustment is made in 1968. Assume further
that fees for such services would properly
constitute a capital expenditure by Y, and
that Y does not place the factory in service
until 1969. Although a correlative adjust-
ment (increase in basis) would not have an
effect on Y’s U.S. income tax liability for a
pending taxable year, an adjustment increas-
ing the basis of Y’s assets for 1966 shall be
deemed to have been made in 1968 for the
purpose of computing allowable depreciation
or gain or loss on disposition for 1969 and any
future taxable year. The district director
shall notify X in writing of the amount and
nature of the adjustment which is deemed to
have been made to Y.

Example (3). Assume that X is a U.S. tax-
payer and Y is a foreign taxpayer not en-
gaged in a trade or business in the United
States; that in 1968 the district director pro-
poses to adjust X’s income for 1966 to reflect
an arm’s length interest charge on a loan
made to Y; that X consents to an assessment
reflecting such allocation by executing a
Waiver, Form 870; and that an assessment of
the tax with respect to such adjustment is
made in 1968. Although a correlative adjust-
ment would not have an effect on Y’s U.S. in-
come tax liability, an adjustment in Y’s in-
come for 1966 shall be deemed to have been
made in 1968 for the purposes of determining
the amount of Y’s earnings and profits for
1966 and subsequent years, and of any other
effect it may have on any person’s U.S. in-
come tax liability for any taxable year. The
district director shall notify X in writing of
the amount and nature of the allocation
which is deemed to have been made to Y.
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(3) In making distributions, appor-
tionments, or allocations between two
members of a group of controlled enti-
ties with respect to particular trans-
actions, the district director shall con-
sider the effect upon such members of
an arrangement between them for re-
imbursement within a reasonable pe-
riod before or after the taxable year if
the taxpayer can establish that such an
arrangement in fact existed during the
taxable year under consideration. The
district director shall also consider the
effect of any other nonarm’s length
transaction between them in the tax-
able year which, if taken into account,
would result in a setoff against any al-
location which would otherwise be
made, provided the taxpayer is able to
establish with reasonable specificity
that the transaction was not at arm’s
length and the amount of the appro-
priate arm’s length charge. For pur-
poses of the preceding sentence, the
term arm’s length refers to the amount
which was charged or would have been
charged in independent transactions
with unrelated parties under the same
or similar circumstances considering
all the relevant facts and without re-
gard to the rules found in §1.482-2 by
which certain charges are deemed to be
equal to arm’s length. For example, as-
sume that one member of a group per-
forms services which benefit a second
member, which would in itself require
an allocation to reflect an arm’s length
charge for the performance of such
services. Assume further that the first
member can establish that during the
same taxable year the second member
engages in other nonarm’s length
transactions which benefit the first
member, such as by selling products to
the first member at a discount, or pur-
chasing products from the first mem-
ber at a premium, or paying royalties
to the first member in an excessive
amount. In such case, the value of the
benefits received by the first member
as a result of the other activities will
be set-off against the allocation which
would otherwise be made. If the effect
of the set-off is to change the charac-
terization or source of the income or
deductions, or otherwise distort tax-
able income, in such a manner as to af-
fect the United States tax liability of
any member, allocations will be made
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to reflect the correct amount of each
category of income or deductions. In
order to establish that a set-off to the
adjustments proposed by the district
director is appropriate, the taxpayer
must notify the district director of the
basis of any claimed set-off at any time
before the expiration of the period end-
ing 30 days after the date of a letter by
which the district director transmits
an examination report notifying the
taxpayer of proposed adjustments or
before July 16, 1968, whichever is later.
The principles of this subparagraph
may be illustrated by the following ex-
amples, in each of which it is assumed
that P and S are calendar year corpora-
tions and are both members of the
same group of controlled entities:

Example (1). P performs services in 1966 for
the benefit of S in connection with S’s manu-
facture and sale of a product. S does not pay
P for such services in 1966, but in consider-
ation for such services, agrees in 1966 to pay
P a percentage of the amount of sales of the
product in 1966 through 1970. In 1966 it ap-
peared this agreement would provide ade-
quate consideration for the services. No allo-
cation will be made with respect to the serv-
ices performed by P.

Example (2). P renders services to S in con-
nection with the construction of S’s factory.
An arm’s length charge for such services, de-
termined under paragraph (b) of §1.482-2,
would be $100,000. During the same taxable
year P makes available to S a machine to be
used in such construction. P bills S $125,000
for the services, but does not bill for the use
of the machine. No allocation will be made
with respect to the excessive charge for serv-
ices or the undercharge for the machine if P
can establish that the excessive charge for
services was equal to an arm’s length charge
for the use of the machine, and if the taxable
income and income tax liabilities of P and S
are not distorted.

Example (3). Assume the same facts as in
example (2), except that, if P had reported
$25,000 as rental income and $25,000 less serv-
ice income, it would have been subject to the
tax on personal holding companies. Alloca-
tions will be made to reflect the correct
amounts of rental income and service in-
come.

(4) If the members of a group of con-
trolled taxpayers engage in trans-
actions with one another, the district
director may distribute, apportion, or
allocate income, deductions, credits, or
allowances to reflect the true taxable
income of the individual members
under the standards set forth in this
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section and in §1.482-2 notwithstanding
the fact that the ultimate income an-
ticipated from a series of transactions
may not be realized or is realized dur-
ing a later period. For example, if one
member of a controlled group sells a
product at less than an arm’s length
price to a second member of the group
in one taxable year and the second
member resells the product to an unre-
lated party in the next taxable year,
the district director may make an ap-
propriate allocation to reflect an arm’s
length price for the sale of the product
in the first taxable year, notwith-
standing that the second member of
the group had not realized any gross
income from the resale of the product
in the first year. Similarly, if one
member of a group lends money to a
second member of the group in a tax-
able year, the district director may
make an appropriate allocation to re-
flect an arm’s length charge for inter-
est during such taxable year even if the
second member does not realize income
during such year. The provisions of
this subparagraph apply even if the
gross income contemplated from a se-
ries of transactions is never, in fact, re-
alized by the other members.

(5) Section 482 may, when necessary
to prevent the avoidance of taxes or to
clearly reflect income, be applied in
circumstances described in sections of
the Code (such as section 351) providing
for nonrecognition of gain or loss. See,
for example, ‘‘National Securities Cor-
poration v. Commissioner of Internal
Revenue”, 137 F. 2d 600 (3d Cir. 1943),
cert. denied 320 U.S. 794 (1943).

(6) If payment or reimbursement for
the sale, exchange, or use of property,
the rendition of services, or the ad-
vance of other consideration among
members of a group of controlled enti-
ties was prevented, or would have been
prevented, at the time of the trans-
action because of currency or other re-
strictions imposed under the laws of
any foreign country, any distributions,
apportionments, or allocations which
may be made under section 482 with re-
spect to such transactions may be
treated as deferrable income or deduc-
tions, providing the taxpayer has, for
the year to which the distributions, ap-
portionments, or allocations relate,
elected to use a method of accounting
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in which the reporting of deferrable in-
come is deferred until the income
ceases to be deferrable income. Under
such method of accounting, referred to
in this section as the deferred income
method of accounting, any payments
or reimbursements which were pre-
vented or would have been prevented,
and any deductions attributable di-
rectly or indirectly to such payments
or reimbursements, shall be deferred
until they cease to be deferrable under
such method of accounting. If such
method of accounting has not been
elected with respect to the taxable
yvear to which the allocations under
section 482 relate, the taxpayer may
elect such method with respect to such
allocations (but not with respect to
other deferrable income) at any time
before the first occurring of the fol-
lowing events with respect to the allo-
cations:

(i) Execution by the taxpayer of
Form 870 (Waiver of Restrictions on
Assessment and Collection of Defi-
ciency in Tax and Acceptance of Over-
assessment);

(ii) Expiration of the period ending 30
days after the date of a letter by which
the district director transmits an ex-
amination report notifying the tax-
payer of proposed adjustments reflect-
ing such allocations or before July 16,
1968, whichever is later; or

(iii) Execution of a closing agreement
or offer-in-compromise.

The principles of this subparagraph
may be illustrated by the following ex-
ample in which it is assumed that X, a
domestic corporation, and Y, a foreign
corporation, are members of the same
group of controlled entities:

Example. X, which is in the business of ren-
dering a certain type of service to unrelated
parties, renders such services for the benefit
of Y in 1965. The direct and indirect costs al-
locable to such services are $60,000, and an
arm’s length charge for such services is
$100,000. Assume that the district director
proposes to increase X’s income by $100,000,
but that the country in which Y is located
would have blocked payment in 1965 for such
services. If, prior to the first occurring of the
events described in subdivisions (i), (ii), or
(iii) of this subparagraph, X elects to use the
deferred income method of accounting with
respect to such allocation, the $100,000 allo-
cation and the $60,000 of costs are deferrable
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until such amounts cease to be deferrable
under X’s method of accounting.

[T.D. 6595, 27 FR 3598, Apr. 14, 1962, as amend-
ed by T.D. 6952, 33 FR 5848, Apr. 16, 1968. Re-
designated by T.D. 8470, 58 FR 5271, Jan. 21,
1993]

§1.482-2A Determination of taxable in-
come in specific situations.

(a)-(c) For applicable rules, see
§1.482-2T (a) through (c).
(d) Transfer or wuse of intangible

property—(1) In general. (i) Except as
otherwise provided in subparagraph (4)
of this paragraph, where intangible
property or an interest therein is
transferred, sold, assigned, loaned, or
otherwise made available in any man-
ner by one member of a group of con-
trolled entities (referred to in this
paragraph as the transferor) to another
member of the group (referred to in
this paragraph as the transferee) for
other than an arm’s length consider-
ation, the district director may make
appropriate allocations to reflect an
arm’s length consideration for such
property or its use. Subparagraph (2) of
this paragraph provides rules for deter-
mining the form an amount of an ap-
propriate allocation, subparagraph (3)
of this paragraph provides a definition
of ‘““‘intangible property’’, and subpara-
graph (4) of this paragraph provides
rules with respect to certain cost-shar-
ing arrangements in connection with
the development of intangible prop-
erty. For purposes of this paragraph,
an interest in intangible property may
take the form of the right to use such
property.

(ii)(a) In the absence of a bona fide
cost-sharing arrangement (as defined
in subparagraph (4) of this paragraph),
where one member of a group of related
entities undertakes the development of
intangible property as a developer
within the meaning of (¢) of this sub-
division, no allocation with respect to
such development activity shall be
made under the rules of this paragraph
or any other paragraph of this section
(except as provided in (b) of this sub-
division) until such time as any prop-
erty developed, or any interest therein,
is or is deemed to be transferred, sold,
assigned, loaned, or otherwise made
available in any manner by the devel-
oper to a related entity in a transfer
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subject to the rules of this paragraph.
Where a member of the group other
than the developer acquires an interest
in the property developed by virtue of
obtaining a patent or copyright, or by
any other means, the developer shall be
deemed to have transferred such inter-
est in such property to the acquiring
member in a transaction subject to the
rules of this paragraph. For example, if
one member of a group (the developer)
undertakes to develop a new patentable
product and the costs of development
are incurred by that entity over a pe-
riod of 3 years, no allocation with re-
spect to that entity’s activity shall be
made during such period. The amount
of any allocation that may be appro-
priate at the expiration of such devel-
opment period when, for example, the
patent on the product is transferred, or
deemed transferred, to a related entity
for other than an arm’s length consid-
eration, shall be determined in accord-
ance with the rules of this paragraph.

(b) Where one member of a group ren-
ders assistance in the form of loans,
services, or the use of tangible or in-
tangible property to a developer in con-
nection with an attempt to develop in-
tangible property, the amount of any
allocation that may be appropriate
with respect to such assistance shall be
determined in accordance with the
rules of the appropriate paragraph or
paragraphs of this section. Thus, where
one entity allows a related entity,
which is the developer, to use tangible
property, such as laboratory equip-
ment, in connection with the develop-
ment of intangible property, the
amount of any allocation that may be
appropriate with respect to such use
shall be determined in accordance with
the rules of paragraph (¢) of this sec-
tion. In the event that the district di-
rector does not exercise his discretion
to make allocations with respect to the
assistance rendered to the developer,
the value of the assistance shall be al-
lowed as a set-off against any alloca-
tion that the district director may
make under this paragraph as a result
of the transfer of the intangible prop-
erty to the entity rendering the assist-
ance.

(c) The determination as to which
member of a group of related entities is
a developer and which members of the
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